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TABLE 12 TO §217.173—INTEREST RATE RISK FOR NON-TRADING ACTIVITIES—Continued

Quantitative disclosures | (b) ....

The increase (decline) in earnings or economic value (or relevant measure used by man-

agement) for upward and downward rate shocks according to management’s method for
measuring interest rate risk for non-trading activities, categorized by currency (as appro-

priate).

§§217.174-217.200 [Reserved]

Subpart F—Risk-Weighted Assets—
Market Risk

§217.201 Purpose, applicability, and
reservation of authority.

(a) Purpose. This subpart F estab-
lishes risk-based capital requirements
for Board-regulated institutions with
significant exposure to market risk,
provides methods for these Board-regu-
lated institutions to calculate their
standardized measure for market risk
and, if applicable, advanced measure
for market risk, and establishes public
disclosure requirements.

(b) Applicability. (1) This subpart ap-
plies to any Board-regulated institu-
tion with aggregate trading assets and
trading liabilities (as reported in the
Board-regulated institution’s most re-
cent quarterly Call Report, for a state
member bank, or FR Y-9C, for a bank
holding company or savings and loan
holding company, as applicable, any
savings and loan holding company that
does not file the FR Y-9C should follow
the instructions to the FR Y-9C) equal
to:

(i) 10 percent or more of quarter-end
total assets as reported on the most re-
cent quarterly [Call Report or FR Y-
9C]J; or

(ii) $1 billion or more.

(2) The Board may apply this subpart
to any Board-regulated institution if
the Board deems it necessary or appro-
priate because of the level of market
risk of the Board-regulated institution
or to ensure safe and sound banking
practices.

(3) The Board may exclude a Board-
regulated institution that meets the
criteria of paragraph (b)(1) of this sec-
tion from application of this subpart if
the Board determines that the exclu-
sion is appropriate based on the level of
market risk of the Board-regulated in-
stitution and is consistent with safe
and sound banking practices.

(c) Reservation of authority (1) The
Board may require a Board-regulated
institution to hold an amount of cap-
ital greater than otherwise required
under this subpart if the Board deter-
mines that the Board-regulated insti-
tution’s capital requirement for mar-
ket risk as calculated under this sub-
part is not commensurate with the
market risk of the Board-regulated in-
stitution’s covered positions. In mak-
ing determinations under paragraphs
(c)(1) through (c)(3) of this section, the
Board will apply notice and response
procedures generally in the same man-
ner as the notice and response proce-
dures set forth in 12 CFR 263.202.

(2) If the Board determines that the
risk-based capital requirement cal-
culated under this subpart by the
Board-regulated institution for one or
more covered positions or portfolios of
covered positions is not commensurate
with the risks associated with those
positions or portfolios, the Board may
require the Board-regulated institution
to assign a different risk-based capital
requirement to the positions or port-
folios that more accurately reflects the
risk of the positions or portfolios.

(3) The Board may also require a
Board-regulated institution to cal-
culate risk-based capital requirements
for specific positions or portfolios
under this subpart, or under subpart D
or subpart E of this part, as appro-
priate, to more accurately reflect the
risks of the positions.

(4) Nothing in this subpart limits the
authority of the Board under any other
provision of law or regulation to take
supervisory or enforcement action, in-
cluding action to address unsafe or un-
sound practices or conditions, deficient
capital levels, or violations of law.

[Reg. Q, 78 FR 62157 and 62285, Oct. 11, 2013, as
amended at 78 FR 62289, Oct. 11, 2013]
§217.202 Definitions.

(a) Terms set forth in §217.2 and used
in this subpart have the definitions as-
signed thereto in §217.2.
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(b) For the purposes of this subpart,
the following terms are defined as fol-
lows:

Backtesting means the comparison of
a Board-regulated institution’s inter-
nal estimates with actual outcomes
during a sample period not used in
model development. For purposes of
this subpart, backtesting is one form of
out-of-sample testing.

Commodity position means a position
for which price risk arises from
changes in the price of a commodity.

Corporate debt position means a debt
position that is an exposure to a com-
pany that is not a sovereign entity, the
Bank for International Settlements,
the European Central Bank, the Euro-
pean Commission, the International
Monetary Fund, a multilateral devel-
opment bank, a depository institution,
a foreign bank, a credit union, a public
sector entity, a GSE, or a
securitization.

Correlation trading position means:

(1) A securitization position for
which all or substantially all of the
value of the underlying exposures is
based on the credit quality of a single
company for which a two-way market
exists, or on commonly traded indices
based on such exposures for which a
two-way market exists on the indices;
or
(2) A position that is not a
securitization position and that hedges
a position described in paragraph (1) of
this definition; and

(3) A correlation trading position
does not include:

(i) A resecuritization position;

(ii) A derivative of a securitization
position that does not provide a pro
rata share in the proceeds of a
securitization tranche; or

(iii) A securitization position for
which the underlying assets or ref-
erence exposures are retail exposures,
residential mortgage exposures, or
commercial mortgage exposures.

Covered position means the following
positions:

(1) A trading asset or trading liabil-
ity (whether on- or off-balance sheet),27
as reported on Schedule RC-D of the

27Securities subject to repurchase and
lending agreements are included as if they
are still owned by the lender.

§217.202

Call Report or Schedule HC-D of the
FR Y-9C (any savings and loan holding
companies that does not file the FR Y-
9C should follow the instructions to the
FR Y-9C), that meets the following
conditions:

(i) The position is a trading position
or hedges another covered position;28
and

(ii) The position is free of any restric-
tive covenants on its tradability or the
Board-regulated institution is able to
hedge the material risk elements of the
position in a two-way market;

(2) A foreign exchange or commodity
position, regardless of whether the po-
sition is a trading asset or trading li-
ability (excluding any structural for-
eign currency positions that the Board-
regulated institution chooses to ex-
clude with prior supervisory approval);
and

(3) Notwithstanding paragraphs (1)
and (2) of this definition, a covered po-
sition does not include:

(i) An intangible asset, including any
servicing asset;

(ii) Any hedge of a trading position
that the Board determines to be out-
side the scope of the Board-regulated
institution’s hedging strategy required
in paragraph (a)(2) of §217.203;

(iii) Any position that, in form or
substance, acts as a liquidity facility
that provides support to asset-backed
commercial paper;

(iv) A credit derivative the Board-
regulated institution recognizes as a
guarantee for risk-weighted asset
amount calculation purposes under
subpart D or subpart E of this part;

(v) Any position that is recognized as
a credit valuation adjustment hedge
under §217.132(e)(5) or §217.132(e)(6), ex-
cept as provided in §217.132(e)(6)(vii);

(vi) Any equity position that is not
publicly traded, other than a derivative
that references a publicly traded eq-
uity and other than a position in an in-
vestment company as defined in and
registered with the SEC under the In-
vestment Company Act of 1940 (15
U.S.C. 80a-1 et seq.), provided that all
the underlying equities held by the in-
vestment company are publicly traded;

28 A position that hedges a trading position

must be within the scope of the bank’s hedg-
ing strategy as described in paragraph (a)(2)
of section 203 of this subpart.
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(vii) Any equity position that is not
publicly traded, other than a derivative
that references a publicly traded eq-
uity and other than a position in an en-
tity not domiciled in the United States
(or a political subdivision thereof) that
is supervised and regulated in a man-
ner similar to entities described in
paragraph (3)(vi) of this definition;

(viii) Any position a Board-regulated
institution holds with the intent to
securitize; or

(ix) Any direct real estate holding.

Debt position means a covered posi-
tion that is not a securitization posi-
tion or a correlation trading position
and that has a value that reacts pri-
marily to changes in interest rates or
credit spreads.

Default by a sovereign entity has the
same meaning as the term sovereign
default under §217.2.

Equity position means a covered posi-
tion that is not a securitization posi-
tion or a correlation trading position
and that has a value that reacts pri-
marily to changes in equity prices.

Event risk means the risk of loss on
equity or hybrid equity positions as a
result of a financial event, such as the
announcement or occurrence of a com-
pany merger, acquisition, spin-off, or
dissolution.

Foreign exchange position means a po-
sition for which price risk arises from
changes in foreign exchange rates.

General market risk means the risk of
loss that could result from broad mar-
ket movements, such as changes in the
general level of interest rates, credit
spreads, equity prices, foreign ex-
change rates, or commodity prices.

Hedge means a position or positions
that offset all, or substantially all, of
one or more material risk factors of
another position.

Idiosyncratic risk means the risk of
loss in the value of a position that
arises from changes in risk factors
unique to that position.

Incremental risk means the default
risk and credit migration risk of a po-
sition. Default risk means the risk of
loss on a position that could result
from the failure of an obligor to make
timely payments of principal or inter-
est on its debt obligation, and the risk
of loss that could result from bank-
ruptcy, insolvency, or similar pro-

12 CFR Ch. Il (1-1-14 Edition)

ceeding. Credit migration risk means
the price risk that arises from signifi-
cant changes in the underlying credit
quality of the position.

Market risk means the risk of loss on
a position that could result from move-
ments in market prices.

Resecuritization position means a COV-
ered position that is:

(1) An on- or off-balance sheet expo-
sure to a resecuritization; or

(2) An exposure that directly or indi-
rectly references a resecuritization ex-
posure in paragraph (1) of this defini-
tion.

Securitization means a transaction in
which:

(1) All or a portion of the credit risk
of one or more underlying exposures is
transferred to one or more third par-
ties;

(2) The credit risk associated with
the underlying exposures has been sep-
arated into at least two tranches that
reflect different levels of seniority;

(3) Performance of the securitization
exposures depends upon the perform-
ance of the underlying exposures;

(4) All or substantially all of the un-
derlying exposures are financial expo-
sures (such as loans, commitments,
credit derivatives, guarantees, receiv-
ables, asset-backed securities, mort-
gage-backed securities, other debt se-
curities, or equity securities);

(5) For non-synthetic securitizations,
the underlying exposures are not
owned by an operating company;

(6) The underlying exposures are not
owned by a small business investment
company described in section 302 of the
Small Business Investment Act;

(7) The underlying exposures are not
owned by a firm an investment in
which qualifies as a community devel-
opment investment under section
24(Eleventh) of the National Bank Act;

(8) The Board may determine that a
transaction in which the underlying
exposures are owned by an investment
firm that exercises substantially unfet-
tered control over the size and com-
position of its assets, liabilities, and
off-balance sheet exposures is not a
securitization based on the trans-
action’s leverage, risk profile, or eco-
nomic substance;
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(9) The Board may deem an exposure
to a transaction that meets the defini-
tion of a securitization, notwith-
standing paragraph (5), (6), or (7) of this
definition, to be a securitization based
on the transaction’s leverage, risk pro-
file, or economic substance; and

(10) The transaction is not:

(i) An investment fund;

(ii) A collective investment fund (as
defined in [12 CFR 208.34 (Board), 12
CFR 9.18 (OCO)));

(iii) An employee benefit plan as de-
fined in paragraphs (3) and (32) of sec-
tion 3 of ERISA, a ‘‘governmental
plan” (as defined in 29 U.S.C. 1002(32))
that complies with the tax deferral
qualification requirements provided in
the Internal Revenue Code, or any
similar employee benefit plan estab-
lished under the laws of a foreign juris-
diction; or

(iv) Registered with the SEC under
the Investment Company Act of 1940 (15
U.S.C. 80a-1 et seq.) or foreign equiva-
lents thereof.

Securitizcation position means a COV-
ered position that is:

(1) An on-balance sheet or off-balance
sheet credit exposure (including credit-
enhancing representations and warran-
ties) that arises from a securitization
(including a resecuritization); or

(2) An exposure that directly or indi-
rectly references a securitization expo-
sure described in paragraph (1) of this
definition.

Sovereign debt position means a direct
exposure to a sovereign entity.

Specific risk means the risk of loss on
a position that could result from fac-
tors other than broad market move-
ments and includes event risk, default
risk, and idiosyncratic risk.

Structural position in a foreign cur-
rency means a position that is not a
trading position and that is:

(1) Subordinated debt, equity, or mi-
nority interest in a consolidated sub-
sidiary that is denominated in a for-
eign currency;

(2) Capital assigned to foreign
branches that is denominated in a for-
eign currency;

(3) A position related to an uncon-
solidated subsidiary or another item
that is denominated in a foreign cur-
rency and that is deducted from the

§217.203

Board-regulated institution’s tier 1 or
tier 2 capital; or

(4) A position designed to hedge a
Board-regulated institution’s capital
ratios or earnings against the effect on
paragraphs (1), (2), or (3) of this defini-
tion of adverse exchange rate move-
ments.

Term repo-style transaction means a
repo-style transaction that has an
original maturity in excess of one busi-
ness day.

Trading position means a position
that is held by the Board-regulated in-
stitution for the purpose of short-term
resale or with the intent of benefiting
from actual or expected short-term
price movements, or to lock in arbi-
trage profits.

Two-way market means a market
where there are independent bona fide
offers to buy and sell so that a price
reasonably related to the last sales
price or current bona fide competitive
bid and offer quotations can be deter-
mined within one day and settled at
that price within a relatively short
time frame conforming to trade cus-
tom.

Value-at-Risk (VaR) means the esti-
mate of the maximum amount that the
value of one or more positions could
decline due to market price or rate
movements during a fixed holding pe-
riod within a stated confidence inter-
val.

[Reg. Q, 78 FR 62157 and 62285, Oct. 11, 2013, as
amended at 78 FR 62290, Oct. 11, 2013]

EDITORIAL NOTE: At 78 FR 62290, Oct. 11,
2013, §217.202(b) was amended in paragraph
(10)(i) of the definition of ‘‘securitzation’, by
removing ‘‘[12 CFR 208.34 (Board), 12 CFR 9.18
(OCC)]” and adding in its place ‘‘12 CFR
208.34”’; however, the amendment could not
be incorporated because that phrase does not
exist in the paragraph.

§217.203 Requirements for application
of this subpart F.

(a) Trading positions—(1) Identification
of trading positions. A Board-regulated
institution must have clearly defined
policies and procedures for determining
which of its trading assets and trading
liabilities are trading positions and
which of its trading positions are cor-
relation trading positions. These poli-
cies and procedures must take into ac-
count:
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(i) The extent to which a position, or
a hedge of its material risks, can be
marked-to-market daily by reference
to a two-way market; and

(ii) Possible impairments to the li-
quidity of a position or its hedge.

(2) Trading and hedging strategies. A
Board-regulated institution must have
clearly defined trading and hedging
strategies for its trading positions that
are approved by senior management of
the Board-regulated institution.

(i) The trading strategy must articu-
late the expected holding period of, and
the market risk associated with, each
portfolio of trading positions.

(ii) The hedging strategy must ar-
ticulate for each portfolio of trading
positions the level of market risk the
Board-regulated institution is willing
to accept and must detail the instru-
ments, techniques, and strategies the
Board-regulated institution will use to
hedge the risk of the portfolio.

(b) Management of covered positions—
(1) Active management. A Board-regu-
lated institution must have clearly de-
fined policies and procedures for ac-
tively managing all covered positions.
At a minimum, these policies and pro-
cedures must require:

(i) Marking positions to market or to
model on a daily basis;

(ii) Daily assessment of the Board-
regulated institution’s ability to hedge
position and portfolio risks, and of the
extent of market liquidity;

(iii) Establishment and daily moni-
toring of limits on positions by a risk
control unit independent of the trading
business unit;

(iv) Daily monitoring by senior man-
agement of information described in
paragraphs (b)(1)(i) through (b)(1)(iii) of
this section;

(v) At least annual reassessment of
established limits on positions by sen-
ior management; and

(vi) At least annual assessments by
qualified personnel of the quality of
market inputs to the valuation proc-
ess, the soundness of key assumptions,
the reliability of parameter estimation
in pricing models, and the stability and
accuracy of model calibration under al-
ternative market scenarios.

(2) Valuation of covered positions. The
Board-regulated institution must have
a process for prudent valuation of its

12 CFR Ch. Il (1-1-14 Edition)

covered positions that includes policies
and procedures on the valuation of po-
sitions, marking positions to market
or to model, independent price
verification, and valuation adjust-
ments or reserves. The valuation proc-
ess must consider, as appropriate, un-
earned credit spreads, close-out costs,
early termination costs, investing and
funding costs, liquidity, and model
risk.

(¢c) Requirements for internal models. (1)
A Board-regulated institution must ob-
tain the prior written approval of the
Board before using any internal model
to calculate its risk-based capital re-
quirement under this subpart.

(2) A Board-regulated institution
must meet all of the requirements of
this section on an ongoing basis. The
Board-regulated institution must
promptly notify the Board when:

(i) The Board-regulated institution
plans to extend the use of a model that
the Board has approved under this sub-
part to an additional business line or
product type;

(ii) The Board-regulated institution
makes any change to an internal model
approved by the Board under this sub-
part that would result in a material
change in the Board-regulated institu-
tion’s risk-weighted asset amount for a
portfolio of covered positions; or

(iii) The Board-regulated institution
makes any material change to its mod-
eling assumptions.

(3) The Board may rescind its ap-
proval of the use of any internal model
(in whole or in part) or of the deter-
mination of the approach under
§217.209(a)(2)(ii) for a Board-regulated
institution’s modeled correlation trad-
ing positions and determine an appro-
priate capital requirement for the cov-
ered positions to which the model
would apply, if the Board determines
that the model no longer complies with
this subpart or fails to reflect accu-
rately the risks of the Board-regulated
institution’s covered positions.

(4) The Board-regulated institution
must periodically, but no less fre-
quently than annually, review its in-
ternal models in light of developments
in financial markets and modeling
technologies, and enhance those mod-
els as appropriate to ensure that they
continue to meet the Board’s standards
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for model approval and employ risk
measurement methodologies that are
most appropriate for the Board-regu-
lated institution’s covered positions.

(56) The Board-regulated institution
must incorporate its internal models
into its risk management process and
integrate the internal models used for
calculating its VaR-based measure into
its daily risk management process.

(6) The level of sophistication of a
Board-regulated institution’s internal
models must be commensurate with
the complexity and amount of its cov-
ered positions. A Board-regulated insti-
tution’s internal models may use any
of the generally accepted approaches,
including but not limited to variance-
covariance models, historical simula-
tions, or Monte Carlo simulations, to
measure market risk.

(7) The Board-regulated institution’s
internal models must properly measure
all the material risks in the covered
positions to which they are applied.

(8) The Board-regulated institution’s
internal models must conservatively
assess the risks arising from less liquid
positions and positions with limited
price transparency under realistic mar-
ket scenarios.

(9) The Board-regulated institution
must have a rigorous and well-defined
process for re-estimating, re-evalu-
ating, and updating its internal models
to ensure continued applicability and
relevance.

(10) If a Board-regulated institution
uses internal models to measure spe-
cific risk, the internal models must
also satisfy the requirements in para-
graph (b)(1) of §217.207.

(d) Control, oversight, and wvalidation
mechanisms. (1) The Board-regulated in-
stitution must have a risk control unit
that reports directly to senior manage-
ment and is independent from the busi-
ness trading units.

(2) The Board-regulated institution
must validate its internal models ini-
tially and on an ongoing basis. The
Board-regulated institution’s valida-
tion process must be independent of
the internal models’ development, im-
plementation, and operation, or the
validation process must be subjected to
an independent review of its adequacy
and effectiveness. Validation must in-
clude:

§217.203

(i) An evaluation of the conceptual
soundness of (including developmental
evidence supporting) the internal mod-
els;

(ii) An ongoing monitoring process
that includes verification of processes
and the comparison of the Board-regu-
lated institution’s model outputs with
relevant internal and external data
sources or estimation techniques; and

(iii) An outcomes analysis process
that includes backtesting. For internal
models used to calculate the VaR-based
measure, this process must include a
comparison of the changes in the
Board-regulated institution’s portfolio
value that would have occurred were
end-of-day positions to remain un-
changed (therefore, excluding fees,
commissions, reserves, net interest in-
come, and intraday trading) with VaR-
based measures during a sample period
not used in model development.

(3) The Board-regulated institution
must stress test the market risk of its
covered positions at a frequency appro-
priate to each portfolio, and in no case
less frequently than quarterly. The
stress tests must take into account
concentration risk (including but not
limited to concentrations in single
issuers, industries, sectors, or mar-
kets), illiquidity under stressed market
conditions, and risks arising from the
Board-regulated institution’s trading
activities that may not be adequately
captured in its internal models.

(4) The Board-regulated institution
must have an internal audit function
independent of business-line manage-
ment that at least annually assesses
the effectiveness of the controls sup-
porting the Board-regulated institu-
tion’s market risk measurement sys-
tems, including the activities of the
business trading units and independent
risk control unit, compliance with
policies and procedures, and calcula-
tion of the Board-regulated institu-
tion’s measures for market risk under
this subpart. At least annually, the in-
ternal audit function must report its
findings to the Board-regulated institu-
tion’s board of directors (or a com-
mittee thereof).

(e) Internal assessment of capital ade-
quacy. The Board-regulated institution
must have a rigorous process for as-
sessing its overall capital adequacy in
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relation to its market risk. The assess-
ment must take into account risks
that may not be captured fully in the
VaR-based measure, including con-
centration and liquidity risk under
stressed market conditions.

(f) Documentation. The Board-regu-
lated institution must adequately doc-
ument all material aspects of its inter-
nal models, management and valuation
of covered positions, control, oversight,
validation and review processes and re-
sults, and internal assessment of cap-
ital adequacy.

§217.204 Measure for market risk.

(a) General requirement. (1) A Board-
regulated institution must calculate
its standardized measure for market
risk by following the steps described in
paragraph (a)(2) of this section. An ad-
vanced approaches Board-regulated in-
stitution also must calculate an ad-
vanced measure for market risk by fol-
lowing the steps in paragraph (a)(2) of
this section.

(2) Measure for market risk. A Board-
regulated institution must calculate
the standardized measure for market
risk, which equals the sum of the VaR-
based capital requirement, stressed
VaR-based capital requirement, spe-
cific risk add-ons, incremental risk
capital requirement, comprehensive
risk capital requirement, and capital
requirement for de minimis exposures
all as defined under this paragraph
(a)(2), (except, that the Board-regu-
lated institution may not use the SFA
in section 210(b)(2)(vii)(B) of this sub-
part for purposes of this calculation)[,
plus any additional capital require-
ment established by the Board]. An ad-
vanced approaches Board-regulated in-
stitution that has completed the par-
allel run process and that has received
notifications from the Board pursuant
to §217.121(d) also must calculate the
advanced measure for market risk,
which equals the sum of the VaR-based
capital requirement, stressed VaR-
based capital requirement, specific risk
add-ons, incremental risk capital re-
quirement, comprehensive risk capital
requirement, and capital requirement
for de minimis exposures as defined
under this paragraph (a)(2) [, plus any
additional capital requirement estab-
lished by the Board].

12 CFR Ch. Il (1-1-14 Edition)

(i) VaR-based capital requirement. A
Board-regulated institution’s VaR-
based capital requirement equals the
greater of:

(A) The previous day’s VaR-based
measure as calculated under §217.205;
or

(B) The average of the daily VaR-
based measures as calculated under
§217.205 for each of the preceding 60
business days multiplied by three, ex-
cept as provided in paragraph (b) of
this section.

(i1) Stressed VaR-based capital require-
ment. A Board-regulated institution’s
stressed VaR-based capital require-
ment equals the greater of:

(A) The most recent stressed VaR-
based measure as calculated under
§217.206; or

(B) The average of the stressed VaR-
based measures as calculated under
§217.206 for each of the preceding 12
weeks multiplied by three, except as
provided in paragraph (b) of this sec-
tion.

(iii) Specific risk add-ons. A Board-reg-
ulated institution’s specific risk add-
ons equal any specific risk add-ons that
are required under §217.207 and are cal-
culated in accordance with §217.210.

(iv) Incremental risk capital require-
ment. A Board-regulated institution’s
incremental risk capital requirement
equals any incremental risk capital re-
quirement as calculated under section
208 of this subpart.

(v) Comprehensive risk capital require-
ment. A Board-regulated institution’s
comprehensive risk capital require-
ment equals any comprehensive risk
capital requirement as calculated
under section 209 of this subpart.

(vi) Capital requirement for de minimis
exrposures. A Board-regulated institu-
tion’s capital requirement for de mini-
mis exposures equals:

(A) The absolute value of the fair
value of those de minimis exposures
that are not captured in the Board-reg-
ulated institution’s VaR-based measure
or under paragraph (a)(2)(vi)(B) of this
section; and

(B) With the prior written approval
of the Board, the capital requirement
for any de minimis exposures using al-
ternative techniques that appro-
priately measure the market risk asso-
ciated with those exposures.
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(b) Backtesting. A Board-regulated in-
stitution must compare each of its
most recent 250 business days’ trading
losses (excluding fees, commissions, re-
serves, mnet interest income, and
intraday trading) with the cor-
responding daily VaR-based measures
calibrated to a one-day holding period
and at a one-tail, 99.0 percent con-
fidence level. A Board-regulated insti-
tution must begin backtesting as re-
quired by this paragraph (b) no later
than one year after the later of Janu-
ary 1, 2014 and the date on which the
Board-regulated institution becomes
subject to this subpart. In the interim,
consistent with safety and soundness
principles, a Board-regulated institu-
tion subject to this subpart as of Janu-
ary 1, 2014 should continue to follow
backtesting procedures in accordance
with the Board’s supervisory expecta-
tions.

(1) Once each quarter, the Board-reg-
ulated institution must identify the
number of exceptions (that is, the num-
ber of business days for which the ac-
tual daily net trading loss, if any, ex-
ceeds the corresponding daily VaR-
based measure) that have occurred over
the preceding 250 business days.

(2) A Board-regulated institution
must use the multiplication factor in
Table 1 to §217.204 that corresponds to
the number of exceptions identified in
paragraph (b)(1) of this section to de-
termine its VaR-based capital require-
ment for market risk under paragraph
(a)(2)(1) of this section and to deter-
mine its stressed VaR-based capital re-
quirement for market risk under para-
graph (a)(2)(ii) of this section until it
obtains the next quarter’s backtesting
results, unless the Board notifies the
Board-regulated institution in writing
that a different adjustment or other
action is appropriate.

TABLE 1 TO §217.204—MULTIPLICATION
FACTORS BASED ON RESULTS OF BACKTESTING

Multiplication

Number of exceptions factor

4 0r FEWET ..o 3.00

3.40
3.50
3.65
3.75
3.85
4.00

- O©o~NO O,

0 or more
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(a) General requirement. A Board-regu-
lated institution must use one or more
internal models to calculate daily a
VaR-based measure of the general mar-
ket risk of all covered positions. The
daily VaR-based measure also may re-
flect the Board-regulated institution’s
specific risk for one or more portfolios
of debt and equity positions, if the in-
ternal models meet the requirements
of paragraph (b)(1) of §217.207. The
daily VaR-based measure must also re-
flect the Board-regulated institution’s
specific risk for any portfolio of cor-
relation trading positions that is mod-
eled under §217.209. A Board-regulated
institution may elect to include term

VaR-based measure.

repo-style transactions in its VaR-
based measure, provided that the
Board-regulated institution includes

all such term repo-style transactions
consistently over time.

(1) The Board-regulated institution’s
internal models for calculating its
VaR-based measure must use risk fac-
tors sufficient to measure the market
risk inherent in all covered positions.
The market risk categories must in-
clude, as appropriate, interest rate
risk, credit spread risk, equity price
risk, foreign exchange risk, and com-
modity price risk. For material posi-
tions in the major currencies and mar-
kets, modeling techniques must incor-
porate enough segments of the yield
curve—in no case less than six—to cap-
ture differences in volatility and less
than perfect correlation of rates along
the yield curve.

(2) The VaR-based measure may in-
corporate empirical correlations with-
in and across risk categories, provided
the Board-regulated institution wvali-
dates and demonstrates the reasonable-
ness of its process for measuring cor-
relations. If the VaR-based measure
does not incorporate empirical correla-
tions across risk categories, the Board-
regulated institution must add the sep-
arate measures from its internal mod-
els used to calculate the VaR-based
measure for the appropriate market
risk categories (interest rate risk,
credit spread risk, equity price risk,
foreign exchange rate risk, and/or com-
modity price risk) to determine its ag-
gregate VaR-based measure.
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(3) The VaR-based measure must in-
clude the risks arising from the non-
linear price characteristics of options
positions or positions with embedded
optionality and the sensitivity of the
fair value of the positions to changes in
the volatility of the underlying rates,
prices, or other material risk factors. A
Board-regulated institution with a
large or complex options portfolio
must measure the volatility of options
positions or positions with embedded
optionality by different maturities and/
or strike prices, where material.

(4) The Board-regulated institution
must be able to justify to the satisfac-
tion of the Board the omission of any
risk factors from the calculation of its
VaR-based measure that the Board-reg-
ulated institution uses in its pricing
models.

(5) The Board-regulated institution
must demonstrate to the satisfaction
of the Board the appropriateness of any
proxies used to capture the risks of the
Board-regulated institution’s actual
positions for which such proxies are
used.

(b) Quantitative requirements for VaR-
based measure. (1) The VaR-based meas-
ure must be calculated on a daily basis
using a one-tail, 99.0 percent confidence
level, and a holding period equivalent
to a 10-business-day movement in un-
derlying risk factors, such as rates,
spreads, and prices. To calculate VaR-
based measures using a 10-business-day
holding period, the Board-regulated in-
stitution may calculate 10-business-day
measures directly or may convert VaR-
based measures using holding periods
other than 10 business days to the
equivalent of a 10-business-day holding
period. A Board-regulated institution
that converts its VaR-based measure in
such a manner must be able to justify
the reasonableness of its approach to
the satisfaction of the Board.

(2) The VaR-based measure must be
based on a historical observation pe-
riod of at least one year. Data used to
determine the VaR-based measure
must be relevant to the Board-regu-
lated institution’s actual exposures
and of sufficient quality to support the
calculation of risk-based capital re-
quirements. The Board-regulated insti-
tution must update data sets at least
monthly or more frequently as changes

12 CFR Ch. Il (1-1-14 Edition)

in market conditions or portfolio com-
position warrant. For a Board-regu-
lated institution that uses a weighting
scheme or other method for the histor-
ical observation period, the Board-reg-
ulated institution must either:

(i) Use an effective observation pe-
riod of at least one year in which the
average time lag of the observations is
at least six months; or

(ii) Demonstrate to the Board that
its weighting scheme is more effective
than a weighting scheme with an aver-
age time lag of at least six months rep-
resenting the volatility of the Board-
regulated institution’s trading port-
folio over a full business cycle. A
Board-regulated institution using this
option must update its data more fre-
quently than monthly and in a manner
appropriate for the type of weighting
scheme.

(c) A Board-regulated institution
must divide its portfolio into a number
of significant subportfolios approved
by the Board for subportfolio
backtesting purposes. These subport-
folios must be sufficient to allow the
Board-regulated institution and the
Board to assess the adequacy of the
VaR model at the risk factor level; the
Board will evaluate the appropriate-
ness of these subportfolios relative to
the value and composition of the
Board-regulated institution’s covered
positions. The Board-regulated institu-
tion must retain and make available to
the Board the following information
for each subportfolio for each business
day over the previous two years (500
business days), with no more than a 60-
day lag:

(1) A daily VaR-based measure for
the subportfolio calibrated to a one-
tail, 99.0 percent confidence level;

(2) The daily profit or loss for the
subportfolio (that is, the net change in
price of the positions held in the port-
folio at the end of the previous busi-
ness day); and

(3) The p-value of the profit or loss on
each day (that is, the probability of ob-
serving a profit that is less than, or a
loss that is greater than, the amount
reported for purposes of paragraph
(c)(2) of this section based on the model
used to calculate the VaR-based meas-
ure described in paragraph (c)(1) of this
section).
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§217.206 Stressed VaR-based measure.

(a) General requirement. At least
weekly, a Board-regulated institution
must use the same internal model(s)
used to calculate its VaR-based meas-
ure to calculate a stressed VaR-based
measure.

(b) Quantitative requirements  for
stressed VaR-based measure. (1) A Board-
regulated institution must calculate a
stressed VaR-based measure for its cov-
ered positions using the same model(s)
used to calculate the VaR-based meas-
ure, subject to the same confidence
level and holding period applicable to
the VaR-based measure under §217.205,
but with model inputs calibrated to
historical data from a continuous 12-
month period that reflects a period of
significant financial stress appropriate
to the Board-regulated institution’s
current portfolio.

(2) The stressed VaR-based measure
must be calculated at least weekly and
be no less than the Board-regulated in-
stitution’s VaR-based measure.

(3) A Board-regulated institution
must have policies and procedures that
describe how it determines the period
of significant financial stress used to
calculate the Board-regulated institu-
tion’s stressed VaR-based measure
under this section and must be able to
provide empirical support for the pe-
riod used. The Board-regulated institu-
tion must obtain the prior approval of
the Board for, and notify the Board if
the Board-regulated institution makes
any material changes to, these policies
and procedures. The policies and proce-
dures must address:

(i) How the Board-regulated institu-
tion links the period of significant fi-
nancial stress used to calculate the
stressed VaR-based measure to the
composition and directional bias of its
current portfolio; and

(ii) The Board-regulated institution’s
process for selecting, reviewing, and
updating the period of significant fi-
nancial stress used to calculate the
stressed VaR-based measure and for
monitoring the appropriateness of the
period to the Board-regulated institu-
tion’s current portfolio.

(4) Nothing in this section prevents
the Board from requiring a Board-regu-
lated institution to use a different pe-
riod of significant financial stress in

§217.207

the calculation of the stressed VaR-
based measure.

§217.207 Specific risk.

(a) General requirement. A Board-regu-
lated institution must use one of the
methods in this section to measure the
specific risk for each of its debt, eq-
uity, and securitization positions with
specific risk.

(b) Modeled specific risk. A Board-reg-
ulated institution may use models to
measure the specific risk of covered po-
sitions as provided in paragraph (a) of
section 205 of this subpart (therefore,
excluding securitization positions that
are not modeled under section 209 of
this subpart). A Board-regulated insti-
tution must use models to measure the
specific risk of correlation